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THE PUBLIC'S FINANCIAL INTEREST 
IN PUBLIC UTILITIES 



BY HAMMOND VIHTON HAYES. 



The present time is one of readjustment in the relations 
between public-utility enterprises and the users of utilities. 
In the past many public - service companies have issued 
securities, representing profits which it was expected would 
arise either from the operation of their franchises or from 
a development of the business. These securities, when 
added to those which were representative of actual ex- 
penditures for needed property, produced an abnormally 
large capitalization. If the public is called upon to pay a 
return upon such a capitalization, a serious burden is placed 
upon it for all time to come. Furthermore, this inflation 
of capital has been sufficiently common in the past to have 
created a very wide-spread impression that such practices 
have been universal and that rates paid for all public utili- 
ties are unjustly high. 

As a result of these conditions the users of public utilities 
are now demanding that they be called upon to pay rates 
no higher than will defray the actual cost of the service 
and afford to the stockholders a fair return upon the sums 
actually invested by them. Thus there has developed a 
theory of rate regulation based on cost, which requires that 
the fair present value, upon which the return to stockholders 
shall be based, shall be the money actually invested in 
good faith by the undertaking in property in use and useful 
to the public. Moreover, the rates should be no higher than 
will afford a fair return upon such fair value after paying 
the actual reasonable cost of the service to the undertaking. 

In consequence of this awakening of public feeling, the 
officers of public utilities are learning that such enterprises 
differ fundamentally from business enterprises of a more 
private nature. Investors in private undertakings, such 
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as manufacturing or industrial enterprises, are subject to 
no obligations other than the usual rules controlling the 
general conduct of business. The money which they have 
invested in the machinery and plant required for the par- 
ticular product in which they deal is their own, and the 
prices charged and the capital employed, as well as the 
profit obtained, depend upon the skill, enterprise, and good 
judgment of those in charge of the management. Such 
enterprises, if looked at possibly somewhat narrowly, may 
be considered as wholly selfish in nature ; at all events, there 
is no direct obligation upon them to care for the rights of 
others than those whose money is directly involved. The 
case is entirely different with a corporation which has been 
given the right to provide the public with a needed service 
or commodity. Such a corporation has had imposed upon 
it obligations and duties not only to its own stockholders, 
but to the public as well. Such corporations have been 
given certain rights and privileges, which in many cases 
may be more or less monopolistic in character, and, in return 
for such rights, public - utility undertakings are in duty 
bound to provide the public with a modern and high-grade 
service, with the least cost to the users consistent with the 
character of the service and with proper comfort and safety 
to those in their employ. 

The obligation of the management of public- service un- 
dertakings to both its stockholders and to the public is 
beginning to be understood by both of these groups, and 
efforts are being made by such corporations and by the 
public, through public service commissions, to formulate 
methods whereby this virtual partnership in the production 
and enjoyment of a public-utility service may be established 
on a basis which is fair and just to both. In most cases the 
directors of public utilities are ready to accept their full 
responsibility and to welcome a partnership of this kind, 
provided the other partners in the enterprise — the public, 
the users of the service or utility — will recognize that the 
success of the enterprise depends upon their co-operation 
and that the users are, in consequence, as directly interested 
in the production of a high-grade and profitable service as 
are those whose money has been invested in the capital of 
the undertaking. Nor are the users of the utility interested 
only in the character and excellence of the service pro- 
vided. As will be shown later, the users have a large and 
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direct financial interest in the property of most public 
utilities in this country, and any action prejudicial to the 
financial interests of the undertaking is injurious not only 
to the service which they are obtaining, but to their own 
financial interests as well. 

Thus the interests of both parties demand that the ques- 
tion of what are fair rates shall be answered with im- 
partial judgment. The past financial history of many un- 
dertakings must be wiped out and a new start made upon 
a basis which will be fair to the undertaking as well as to 
the public. An undertaking must not be penalized for ex- 
cessive earnings in the past, but a new basis must be estab- 
lished which, as far as the cost of the property is concerned, 
will represent the present value of the property in use and 
useful to the public. The directors of public-service under- 
takings must recognize for the future that the users are 
virtually partners in the enterprise and that the public 
interests will be acknowledged and cared for in the same 
way as are those of the investors or stockholders in the 
undertaking. 

In most cases such a new beginning can be made only 
by an investigation to determine whether or not the capital- 
ization of the corporation is fair and proper and whether 
the rates that are charged for the service rendered may not 
be so high as to afford more than a fair return upon the 
value of the property which is " in use and useful " at 
the present time in providing the public with the desired 
service, or, vice versa, whether the rates are high enough 
to pay all proper annual charges as well as a fair return 
upon the present value of the stockholders' investment. 
The fair present value of the stockholders' investment is 
fundamental in that it establishes the basis upon which 
the return to the stockholders should be determined and 
defines the limits of the stockholders' financial interest in 
the property of the undertaking. It is for the purpose of 
assisting in a determination of this fair present value that 
inventories and valuations of utility properties have become 
more and more frequent of late years. But because the prop- 
erty of a utility may have a cost-new, at the present time, as 
great as or greater than the capitalization of the company, 
it does not necessarily imply that such a figure is the 
value of the property upon which the users should be called 
upon to pay a return. What the fair value should be upon 
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which rates can be based can be determined only by many 
considerations, but particularly by a fair and disinterested 
decision as to how far the cost-new of the property repre- 
sents the actual investment made by the stockholders of 
the enterprise in property now in use and useful. The sub- 
ject of the fair present value of the property of a public 
utility upon which a return should be based is a complex 
problem for the lawyer, the accountant, and engineer, and 
must be settled by the " well-informed judgment " of a 
court or commission capable of properly weighing all of 
the factors which enter into each particular case. 

The fair present value thus determined represents the 
financial interest of the stockholders in the enterprise. The 
financial interest of the users is centered in the rates paid 
by them for the service which they enjoy. Directly, the 
users have no financial interest in the undertaking, although 
upon the financial success of the undertaking depends the 
excellence of the service obtained and the comfort and wel- 
fare of a portion of the public employed in the production 
of the service; but, indirectly, the users derive a share in 
the return obtained upon a portion of the capital cost of the 
property used in the service. 

The rates paid by users are not a return or profit to the 
stockholders. Rates are largely payments for necessary 
expenditures made by the management in the production 
of the service. The return paid to the stockholders is but 
one item in the cost and usually a relatively small one. The 
undertaking must be reimbursed for the money expended 
by it for the users — (a) in operating expenses, in which are 
included the fair and proper wages of the employees, as 
well as the cost of maintaining the physical property at a 
required standard of excellence; (b) taxes; (c) reserves 
for renewals of worn-out or obsolete plant, usually spoken 
of as depreciation reserves ; (d) interest on bonded indebted- 
ness; (e) a fair return to the stockholders for the money 
provided by them for the purchase of the required plant. 
All of the above items are necessarily incident to the opera- 
tion of any property and, if not paid for by the users, would 
require new money and a consequent increase in capitaliza- 
tion. 

Operating expenses include the salaries and wages of 
those employed in the production of the service or utility 
required and used by the subscribers. Most of our larger 
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public utilities are of such a character that the services of 
men of exceptional executive ability are required in order 
to keep in proper touch with present and future needs of 
the public and to create and maintain an organization which 
will produce the highest possible grade of service, a service 
safe and satisfactory to its users. But possibly even more 
than this, the wages of those more intimately connected 
with the production of the service should be such as will 
provide for their own comfort and well-being and for that 
of their families. A proper and sufficient return to all those 
employed in the production of the service should be a por- 
tion of the operating expenses and, consequently, a legit- 
imate charge to be paid by those using the service. With 
a public utility if rates are abnormally reduced, proper 
wages cannot be paid or, if paid, the service cannot be main- 
tained, owing to the necessity of deflecting money from 
other and equally imperative requirements for maintaining 
a satisfactory standard of efficiency. 

Again, taxes must be paid by the users of the utility 
through the rates. The money required for this purpose 
does not come from the stockholders, but from the users of 
the utility. If the tax assessment upon the property of a 
public utility is made abnormally high, the burden is im- 
posed upon the users of that utility, not upon the stock- 
holders. 

The third item entering into the cost of producing a 
service or commodity is that of " reserves for depreciation." 
Much of the property of a public utility has a limited tenure 
of life. The time will come when the service obtained from 
such property will not be as reliable, safe, or economical as 
that which might be obtained from new or more modern 
apparatus. The investment in the abandoned property has 
been lost and new money must be obtained in some way to 
pay for the new or replacing plant. The question is how 
this money shall be raised. No investor will place his money 
in property that is wasting without amortizing his invest- 
ment during the time that it is productive. The value of 
the stockholders' investment in the perishable property of 
a utility company is wasting and, consequently, must be 
amortized during its life. The users must contribute, there- 
fore, such yearly sums that, at the end of the life of the 
perishable property, the stockholders' original investment 
remains unchanged. If the users did not do this, the new 
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money would have to come from the stockholders, thereby 
increasing the capitalization and obliging users to pay, in 
the future, increasing rates largely upon property which 
had passed out of existence. These reserves for deprecia- 
tion are not paid to the stockholders, but to the undertaking 
for the sole purpose of insuring a continuation of the ser- 
vice with unchanged rates. 

The last item to be covered by the gross income of a 
company, derived through the rates paid for the service by 
the public, is the return to the stockholders. This return 
must be figured upon the fair present value of the property 
represented by the money invested wisely, and in good faith, 
in property in use and useful in producing the service. The 
rate of return upon such just value must be high enough 
to compensate fully those who have invested their money 
in the utility and to induce others to invest when the time 
arrives for new issues of securities. It must be remembered 
that, if the present theory of regulated public utilities is 
carried out, the investors can expect little or no speculative 
increase in the value of their investment such as is properly 
and usually expected from the operation of private com- 
panies. The public-utility companies should obtain a fair 
and reasonable return upon the investment of their stock- 
holders, provided it has been established by a proper and 
competent tribunal that there is that value then existing 
in the property serving the public. 

If rate-regulating authorities have satisfied themselves 
that the undertaking is honestly and economically man- 
aged, any abnormal increase in any one of these items of 
expense must be met by higher rates, as otherwise the un- 
dertaking is brought face to face with possible financial ruin, 
which is quite as detrimental to the interests of the public 
at large as to the stockholders. 

A regulated public utility is a virtual partnership between 
the stockholders in the undertaking and the users of the 
utility. If this partnership can be proved to exist and can 
be maintained through the operation of a competent utility 
commission, then such a combination of users with the 
company is fairer than if the public utility were purchased, 
owned and operated by the public as a whole. Thus the 
users of the electric light become partners in the electric- 
lighting utility and no burden is imposed upon those who 
are not users of that particular class of service. The same 
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is true of railroads, of gas or telephone companies, in fact, 
of all public utilities except those which, for sanitary or 
other similar reasons, are or should be used by the entire 
public. Public ownership, apart from any question of 
finance or management, would force upon non-users of a 
utility a partnership in an enterprise in which they had no 
interest nor derived any direct gain or advantage. 

The financial partnership of the users of a public utility 
in a public-service company is brought about through the 
investment which is made by the undertaking of the re- 
serves for depreciation which have been contributed by the 
users. If a property is growing or contains units of plant 
of different lengths of life, there will always be a very con- 
siderable percentage of the plant cost held in the deprecia- 
tion-reserve account. This fund does not belong to the 
stockholders of the undertaking, as would a similar fund 
held by a private undertaking, but rather it is a fund held 
tn escrow by the management of the company for the sole 
purpose of making good the original investment in perish- 
able property and guaranteeing to the users a continuity 
of service at rates unchanged when renewals of worn-out, 
obsolete or inefficient plant have to be made. These reserves 
are virtually an investment by the users in the undertaking. 
The stockholders of the imdertaking obtain no increased 
return from such contributions except in so far as the 
value of their own investment in useful plant is maintained. 

But the interest of the users in a public utility goes much 
further. Practically all public utilities in this country are 
expanding and require new capital to be used to furnish 
service to an increasing number of users. If the rates paid 
are ample to meet all of the requirements described above, 
then such a public utility should be able to obtain new money 
cheaply whenever required. This being the case, it will be 
perfectly safe to the two parties interested — the users 
of the utility and the stockholders of the undertakings — to 
invest the depreciation reserves in needed extensions to 
the plant. Thus, the users of the utility have virtually in- 
vested their money in the property of the undertaking, as 
new plant has been built with money held in escrow for their 
benefit, which new plant affords an increased service to 
increased users. The stockholders in the undertaking can 
obtain no increased return, for, although the amount in- 
vested in useful property has increased, their own invest- 
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ment lias not increased and they — the stockholders — can 
obtain only a fair return upon the investment made by them 
in good faith in property useful to the public. It is true 
that the users, whose money has been invested by the un- 
dertaking in extensions to its plant, obtain no direct return 
upon their investment, but the cost of service to them is 
reduced owing to the fact that extensions to the plant have 
been made with money upon which no return must be paid. 

It is this common interest in the financial welfare of a 
public utility that must be appreciated both by the users 
of the utility and by the stockholders and management of 
the undertaking. The undertaking must recognize the fact 
that the users of the utility are contributing their money 
for the purpose of maintaining the value of their invest- 
ment in useful property and insuring the continuation of 
a safe and reliable service for the present and for the future. 
Money, thus contributed by the users, is placed under the 
control of the management of the undertaking for that one 
purpose and, consequently, does not belong to the under- 
taking as a portion of the capital upon which a return to 
the stockholders can be made and cannot be treated as a 
surplus to be divided among those holding the securities of 
the enterprise. The users and the public at large must 
recognize that a very considerable portion of the property 
of an expanding public utility may have been purchased 
with money which, although not actually theirs, is money 
which has been contributed by that portion of the public 
that has need of that service or utility. This money was 
contributed as a portion of the rates charged for the service 
used, for the sole purpose of maintaining the financial pros- 
perity of the enterprise and assisting in the perpetuation 
of a service of a maximum excellence of safety, comfort, and 
convenience. But few even of those who have studied this 
subject appreciate how large a percentage of the investment 
in the plant of a rapidly growing utility may have been 
purchased with the funds thus contributed by the users at 
large. It is possible that at times more than one-half of 
the cost of a plant may have been contributed by the users 
in the form of a portion of the rates which have been paid 
in a series of years in the past. 

And upon this large portion of the plant investment no 
return is paid to stockholders. Thus, if rate-regulating 
authorities have ruled that the return that should be made 
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to the stockholders of a utility is eight per cent., such a re- 
turn can he paid only on that portion of the cost-new which 
is now represented hy their actual investment, which, as 
has just been explained, may be less than one-half, but more 
possibly two-thirds to three-quarters of the total investment. 
What the actual percentage may be will depend very largely 
upon the nature of the property and upon the rapidity with 
which it has been expanding. 

Moreover, only a portion of the money contributed by the 
undertaking was obtained from the stockholders, as a cer- 
tain percentage of the capital used in creating the property 
was derived from the sale of bonds upon which interest 
alone has to be paid. Thus it may arise in a very usual and 
normal case that, of a total investment in property, one- 
third only represents the stockholders' investment upon 
which the full allowable rate of return will be paid, one- 
third may be called the users' investment upon which no 
return to the undertaking is paid, and one-third an invest- 
ment upon which ordinary or customary rates of interest 
are allowed. In such a case stockholders obtain a return 
upon only one-third of the cost-new of the property. The 
users by their investment have reduced the stockholders' 
investment and, thus, have obtained the service which they 
require without the payment of the eight per cent, return 
which would otherwise have been required had the stock- 
holders used their own money for the needed plant exten- 
sions. 

It must be appreciated that all that has been said above 
relative to the share of the users in the investment of a 
public utility has been based upon the assumption that the 
uses and users of the utility are increasing so that new 
money in considerable quantities is required to meet the 
increasing demands for the service. If, as an example of 
an extreme case, a utility had been constructed originally 
of a size to meet all requirements for many years to come, 
then there would be no opportunity offered whereby the 
funds contributed by the public through the depreciation 
reserves could be invested in plant. The same result would 
be attained, however, by reimbursing the stockholders for 
a portion of their original capital outlay. In other words, 
the users would gradually amortize a portion of the stock- 
holders' investment, possibly to such a point as would give 
the same relative proportions of the cost of the property 
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as between the investment of the stockholders and the users 
as was suggested in the preceding section. Such a plan 
would result in the reduction of the capital upon which a 
return would have to be paid and the users of the utility 
would become financial partners in the undertaking in sub- 
stantially the same manner as in the cases of more rapidly 
expanding utilities. 

It is seen from what has been said above that the users 
of a utility are in reality partners in the enterprise, their 
money is invested in it possibly to an amount equal to that 
of the stockholders; the users obtain no direct return, to 
be sure, but indirectly they do obtain a return through the 
lower rates paid for the service used brought about by their 
investment. Again, it would seem as if the best interests 
of the users was subserved by making the investment of the 
stockholders as small as was consistent with the require- 
ments of successful financing of new securities. Thus a 
public utility may be looked upon as a form of mutual com- 
pany. But it is a mutual enterprise only to a limited extent. 
New money will have to be raised by the undertaking from 
time to time to pay for the replacements which may become 
necessary by reason of the old age, obsolescence or inade- 
quacy of portions of the plant. This new money virtually 
replaces the funds, given by the users for that purpose, 
which have been diverted from their original purpose but 
have been used in a manner beneficial to the users, as has 
been shown above, in the purchase of needed plant exten- 
sions. This new money will be less each year on the average 
than the amount received from the users for depreciation 
reserves, owing to the rapid increase which has taken place 
in the size of the plant. This new money must be raised 
from those who have money to invest, and cannot be obtained 
from the users. It is this necessity of constantly raising new 
money that, with most large public utilities in this country, 
makes it imperative that a sufficient return should be re- 
ceived to induce capital to enter into a class of investment 
which has practically no speculative value. The responsi- 
bility for new financing is upon the stockholders; the re- 
sponsibility of maintaining the value of the securities of the 
undertaking is upon the users and can be discharged only 
by the acceptance of rates sufficiently high to pay not only 
the annual charges, but a fair return upon the stockholders ' 
investment. 
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Users of public utilities naturally desire to obtain the 
service of which, they have need, at as low rates as possible, 
and resent attempts made by the management of such under- 
takings to raise the rates for service. Unquestionably, one 
of the duties of the management of all public-utility under- 
takings is to maintain as far as may be possible rates un- 
changed; but if wages, taxes, or the need of new, modern 
and more expensive equipment are increasing, the cost of 
producing the service increases, and, if rates remain un- 
changed, there will be an inadequate amount left with which 
to pay the stockholders a fair and sufficient return upon 
their investment. Under such conditions new capital can- 
not be obtained cheaply and the result will be that the un- 
dertaking must hold the funds, paid to them by the users 
as depreciation reserves, for that particular purpose, and 
thereby deprive the users of their participation as partners 
in the operation of a successful enterprise. 

It is this community of interest between the users of 
utilities and the stockholder that makes the supervision of 
public utilities by public-service commissions of a fair and 
impartial character so desirable. Such commissions act 
for the interests of the users, but, as the users are virtually 
partners in the enterprise, anything which detracts from 
the financial success of the undertaking is injurious to the 
financial interests of the users and, vice versa, the prosperity 
of the utility means better, safer, and more reliable service 
to the users as well as lower cost of service. 

Hammond Vinton Hayes. 



